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taxable year to which the loss is car-
ried, the loss shall be allocated pro
rata to other separate limitation in-
come of the taxpayer for the taxable
year. However, there shall be no re-
characterization of separate limitation
income pursuant to section 904(f)(5) as
a result of the alloction of such a net
operating loss to other separate limita-
tion income of the taxpayer.

(4) Examples. The following examples
illustrate the rules of paragraph (c) of
this section.

Example 1. X is a domestic corporation
which has a branch operation in Country A.
For its taxable year ending December 31,
1987, X has a $60 net operating loss which is
carried back pursuant to section 172 to its
taxable year ending December 31, 1985. The
net operating loss resulted from a shipping
loss; X had no U.S. source income in 1987. X
had $20 of general limitation income, $40 of
DISC limitation income and $10 of U.S.
source income for its 1985 taxable year. The
$60 NOL is allocated first to X’s 1985 general
limitation income to the extent thereof ($20)
since the general limitation income category
of section 904(d) as in effect for pre-effective
date taxable years is the income category
that is analogous to shipping income for
post-effective date taxable years. Therefore,
X has no general limitation income for its
1985 taxable year. Next, pursuant to section
904(f) as in effect for pre-effective date tax-
able years, the remaining $40 of the NOL is
allocated first to X’s $10 of U.S. source in-
come and then to $30 of X’s DISC limitation
income for its 1985 taxable year. Accord-
ingly, X has no U.S. source income and $10 of
DISC limitation income for its 1985 taxable
year after allocation of the NOL. X has a $10
balance in its shipping overall foreign loss
account which is subject to recapture pursu-
ant to section 904(f) as in effect for post-ef-
fective date taxable years. X will not be re-
quired to recharacterize, pursuant to section
904(f)(5), subsequent shipping income as DISC
limitation income.

Example 2. Y is a domestic corporation
which has a branch operation in Country B.
For its taxable year ending December 31,
1987, X has a $200 net operating loss which is
carried back pursuant to section 172 to its
taxable year ending December 31, 1986. The
net operating loss resulted from a ($100) gen-
eral limitation loss and a ($100) shipping loss.
Y had $100 of general limitation income and
$200 of U.S. source income for its taxable
year ending December 31, 1986. The separate
limitation losses for 1987 are allocated pro
rata to Y’s 1986 general limitation income as
follows: $50 of the ($100) general limitation
loss ($100 x 100/200) and $50 of the ($100) ship-
ping loss ($100 x 100/200) is allocated to Y’s
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$100 of 1986 general limitation income. The
remaining $50 of Y’s general limitation loss
and the remaining $50 of Y’s shipping loss
are allocated to Y’s 1986 U.S. source income.
Accordingly, Y has no foreign source income
and $100 of U.S. source income for its 1986
taxable year. Y has a $50 balance in its gen-
eral limitation overall foreign loss account
and a $50 balance in its shipping overall for-
eign loss account, both of which will be sub-
ject to recapture pursuant to section 904(f) as
in effect for post-effective date taxable
years.

(d) Recapture of FORI and general limi-
tation overall foreign losses incurred in
taxable years beginning before January 1,
1983. For taxable years beginning after
December 31, 1986, and before January
1, 1991, the rules set forth in §1.904 (f)-
6 shall apply for purposes of recap-
turing general limitation and foreign
oil related income (FORI) overall for-
eign losses incurred in taxable years
beginning before January 1, 1983 (pre-
1983). For taxable years beginning after
December 31, 1990, the rules set forth in
this section shall apply for purposes of
recapturing pre-1983 general limitation
and FORI overall foreign losses.

(e) Recapture of pre-1983 overall foreign
losses determined on a combined basis.
The rules set forth in paragraph (a)(2)
of this section shall apply for purposes
of recapturing overall foreign losses in-
curred in taxable years beginning be-
fore January 1, 1983, that were com-
puted on a combined basis in accord-
ance with §1.904 (f)-1(c) (1).

(f) Transition rules for taxable years be-
ginning before December 31, 1990. For
transition rules for taxable years be-
ginning before January 1, 1990, see 26
CFR 1.904 (f)-13T as it appeared in the
Code of Federal Regulations revised as
of April 1, 1990.

[T.D. 8306, 556 FR 31381, Aug. 2, 1990]

§1.904(i)-1 Limitation on wuse of
deconsolidation to avoid foreign tax
credit limitations.

(a) General rule. If two or more in-
cludible corporations are affiliates,
within the meaning of paragraph (b)(1)
of this section, at any time during
their taxable years, then, solely for
purposes of applying the foreign tax
credit provisions of section 59(a), sec-
tions 901 through 908, and section 960,
the rules of this section will apply.
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(1) Determination of taxable income—(i)
Each affiliate must compute its net
taxable income or loss in each separate
category (as defined in §1.904-5(a)(1),
and treating U.S. source income or loss
as a separate category) without regard
to sections 904(f) and 907(c)(4). Only af-
filiates that are members of the same
consolidated group use the consoli-
dated return regulations (other than
those under sections 904(f) and 907(c)(4))
in computing such net taxable income
or loss. To the extent otherwise appli-
cable, other provisions of the Code and
regulations must be used in the deter-
mination of an affiliate’s net taxable
income or loss in a separate category.

(ii) The net taxable income amounts
in each separate category determined
under paragraph (a)(1)(i) of this section
are combined for all affiliates to deter-
mine one amount for the group of af-
filiates in each separate category. How-
ever, a net loss of an affiliate (first af-
filiate) in a separate category deter-
mined under paragraph (a)(1)(i) of this
section will be combined under this
paragraph (a) with net income or loss
amounts of other affiliates in the same
category only if, and to the extent
that, the net loss offsets taxable in-
come, whether U.S. or foreign source,
of the first affiliate. The consolidated
return regulations that apply the prin-
ciples of sections 904(f) and 907(c)(4) to
consolidated groups will then be ap-
plied to the combined amounts in each
separate category as if all affiliates
were members of a single consolidated
group.

(2) Allocation. Any net taxable income
in a separate category calculated under
paragraph (a)(1)(ii) of this section for
purposes of the foreign tax credit pro-
visions must then be allocated among
the affiliates under any consistently
applied reasonable method, taking into
account all of the facts and cir-
cumstances. A method is consistently
applied if used by all affiliates from
year to year. Once chosen, an alloca-
tion method may be changed only with
the consent of the Commissioner. This
allocation will only affect the source
and foreign tax credit separate limita-
tion character of the income for pur-
poses of the foreign tax credit separate
limitation of each affiliate, and will
not otherwise affect an affiliate’s total
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net income or loss. This section applies
whether the federal income tax con-
sequences of its application favor, or
are adverse to, the taxpayer.

(b) Definitions and special rules— For
purposes of this section only, the fol-
lowing terms will have the meanings
specified.

(1) Affiliate—(i) Generally. Affiliates
are includible corporations—

(A) That are members of the same af-
filiated group, as defined in section
1504(a); or

(B) That would be members of the
same affiliated group, as defined in sec-
tion 1504(a) if—

(I) Any non-includible corporation
meeting the ownership test of section
1504(a)(2) with respect to any such in-
cludible corporation was itself an in-
cludible corporation; or

(2) The constructive ownership rules
of section 1563(e) were applied for pur-
poses of section 1504(a).

(ii) Rules for consolidated groups. Af-
filiates that are members of the same
consolidated group are treated as a sin-
gle affiliate for purposes of this sec-
tion. The provisions of paragraph (a) of
this section shall not apply if the only
affiliates under this definition are al-
ready members of the same consoli-
dated group without operation of this
section.

(iii) Exception for newly acquired affili-
ates—(A) With respect to acquisitions
after December 7, 1995, an includible
corporation acquired from unrelated
third parties (First Corporation) will
not be considered an affiliate of an-
other includible corporation (Second
Corporation) during the taxable year of
the First Corporation beginning before
the date on which the First Corpora-
tion originally becomes an affiliate
with respect to the Second Corpora-
tion.

(B) With respect to acquisitions on or
before December 7, 1995, an includible
corporation acquired from unrelated
third parties will not be considered an
affiliate of another includible corpora-
tion during its taxable year beginning
before the date on which the first in-
cludible corporation first becomes an
affiliate with respect to that other in-
cludible corporation.

(C) This exception does not apply
where the acquisition of an includible
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corporation is used to avoid the appli-
cation of this section.

(2) Includible corporation. The term in-
cludible corporation has the same mean-
ing it has in section 1504(b).

(¢c) Taxable years. If all of the affili-
ates use the same U.S. taxable year,
then that taxable year must be used for
purposes of applying this section. If,
however, the affiliates use more than
one U.S. taxable year, then an appro-
priate taxable year must be used for
applying this section. The determina-
tion whether a taxable year is appro-
priate must take into account all of
the relevant facts and circumstances,
including the U.S. taxable years used
by the affiliates for general U.S. in-
come tax purposes. The taxable year
chosen by the affiliates for purposes of
applying this section must be used con-
sistently from year to year. The tax-
able year may be changed only with
the prior consent of the Commissioner.
Those affiliates that do not use the
year determined under this paragraph
(c) as their U.S. taxable year for gen-
eral U.S. income tax purposes must, for
purposes of this section, use their U.S.
taxable year or years ending within the
taxable year determined under this
paragraph (c). If, however, the stock of
an affiliate is disposed of so that it
ceases to be an affiliate, then the tax-
able year of that affiliate will be con-
sidered to end on the disposition date
for purposes of this section.

(d) Consistent treatment of foreign taxes
paid. All affiliates must consistently
either elect under section 901(a) to
claim a credit for foreign income taxes
paid or accrued, or deemed paid or ac-
crued, or deduct foreign taxes paid or
accrued under section 164. See also
§1.1502-4(a); §1.905-1(a).

(e) Effective date. Except as provided
in paragraph (b)(1)(iii) of this section
(relating to newly acquired affiliates),
this section is effective for taxable
years of affiliates beginning after De-
cember 31, 1993.

[T.D. 8627, 60 FR 56119, Nov. 7, 1995]

§1.905-1 When credit for taxes may be
taken.

(a) In general. The credit for taxes
provided in subpart A (section 901 and
following), part III, subchapter N,
chapter 1 of the Code, may ordinarily
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be taken either in the return for the
year in which the taxes accrued or in
which the taxes were paid, dependent
upon whether the accounts of the tax-
payer are kept and his returns filed
using an accrual method or using the
cash receipts and disbursements meth-
od. Section 905(a) allows the taxpayer,
at his option and irrespective of the
method of accounting employed in
keeping his books, to take such credit
for taxes as may be allowable in the re-
turn for the year in which the taxes ac-
crued. An election thus made under
section 905(a) (or under the cor-
responding provisions of prior internal
revenue laws) must be followed in re-
turns for all subsequent years, and no
portion of any such taxes accrued in a
year in which a credit is claimed will
be allowed as a deduction from gross
income in any year. See also §1.905-4.

(b) Foreign income subject to exchange
controls. If, however, under the provi-
sions of the regulations under section
461, an amount otherwise constituting
gross income for the taxable year from
sources without the United States is,
owing to monetary, exchange, or other
restrictions imposed by a foreign coun-
try, not includible in gross income of
the taxpayer for such year, the credit
for income taxes imposed by such for-
eign country with respect to such
amount shall be taken proportionately
in any subsequent taxable year in
which such amount or portion thereof
is includible in gross income.

§1.905-2 Conditions of allowance of
credit.

(a) Forms and information. (1) When-
ever the taxpayer chooses, in accord-
ance with paragraph (d) of §1.901-1, to
claim the benefits of the foreign tax
credit, the claim for credit shall be ac-
companied by Form 1116 in the case of
an individual or by Form 1118 in the
case of a corporation.

(2) The form must be carefully filled
in with all the information called for
and with the calculations of credits in-
dicated. Except where it is established
to the satisfaction of the district direc-
tor that it is impossible for the tax-
payer to furnish such evidence, the tax-
payer must provide upon request the
receipt for each such tax payment if
credit is sought for taxes already paid
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